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KEY ECONOMIC INDICATORS 
(In millions of U.S. dollars unless noted) 


1986 1987 1988 1989 


(estimated projected) 
Domestic Economy 
Population (millions) ‘ Be 3.8 4.05 
Population growth (%) ‘ Zz 2.9 2.9 
GDP (current $) z ; 546.0 N/A 
Per capita GDP (current $) ; , 140.0 156.0 
GDP in local currency (KIP) 3 : 20,542.0 N/A 
% of change ; 5 ; N/A 


Consumer Price Index % change , , 10. 50.0 


Production and Employment 
Labor force (1,000s) 1950 
Unemployment (avg. % for year) 21 


Industrial production (% change) N/A 
Government deficit (% of GDP) 30 


Balance of Payments 
Exports (FOB) é 50 
Imports (CIF) 240 
Trade balance -190 
Current-account balance N/A 
Foreign direct investment (new) 4 
Foreign Debt (year end) N/A 
Debt-service paid 18 N/A 
Debt-service owed N/A 
Debt-service ratio as % of 
merchandise exports 38 N/A 
Foreign exchange reserves (year end) 16 
Average exchange rate for year 
(X - US$1.00) 00 K725 
Foreign Investment 
Total (cumulative) NIL 1 
U.S. (cumulative) NIL NIL 
U.S. share (%) NIL NIL 


U.S.-Lao Trade ($ thousands) 
U.S. exports to Laos (F.A.S.) 300 800 
-S. imports from Laos (C.I.F.) 1,000 3,000 
. share of Lao exports (%) BELOW ONE PERCENT 


. share of Lao imports (%) BELOW ONE PERCENT 
. bilateral aid NIL 


*Revised figures. 


Sources: World Bank, Asian Development Bank, United Nations Development 
Program, Embassy Estimates. 





SUMMARY 


Laos is a least-developed, landlocked country with a population 
now of about four million. It has an agrarian economy and 
relies heavily on foreign assistance, although efforts are 
being made to diversify the economy and attract foreign 
investment. Laos is broadening its economic and political 
relationships with the non-communist world, but it retains 
special relationships with Vietnam and the Soviet Union. The 
main exports are forest products and hydroelectricity. 


The economic liberalization program began in Laos in 1985 and 
Known as the New Economic Management Mechanism (NEM), has had a 
number of positive results: state enterprises have been granted 
management and production autonomy, and many have been shifted 
to mixed public-private or wholly private enterprises; 
consumption subsidies for public sector employees have been 
eliminated; and the tax for exchange regimes has been 
rationalized. While some sectors, predominantly commerce and 
construction, have benefitted, the overall success of these 
economic reforms is not assured, and the government's record in 
attracting foreign investment, especially in the manufacturing 
sector, has not been as good as hoped. 


Although Laos now faces severe infrastructure problems, 
especially in communications and transportation, it has 
Significant natural resources. These will continue to provide 
possible avenues for U.S. business involvement here, as will 
development projects funded by multilateral agencies, 
specifically the U.N. group, the World Bank group, and the 
Asian Development Bank. Growth in the tourism sector is also 
likely to provide opportunity for American business over the 
intermediate term. 


CURRENT ECONOMIC SITUATION AND TRENDS 


Laos remains one of the world's poorest countries, with an 
estimated 1988 per capita GDP of just $140. The country is 
landlocked, reducing its flexibility in external trade, and the 
internal infrastructure is, at best, rudimentary. Although 
improving, the road network is generally poor, and secondary 
roads especially are lacking. Internal and external 
telecommunications are difficult, although improvements in this 
sector are expected in 1990, and the supply of electricity is 
restricted to the small urban portion of the country. 





Industrial production is low and generally inefficient, 
reflecting a lack of significant recent investment, outdated 
plants, difficulties in the supply of raw materials, and 
underdeveloped access to international markets. The 
development of a manufacturing industry is also hampered by the 
lack of a significant domestic market. Some 85 percent of the 
population remains dependent upon agriculture, the vast 
Majority on subsistence agriculture. 


While the current situation is not overly promising, Laos has 
made significant progress, especially over the past two years, 
and the country has considerable potential to develop export 
industries in natural resources production. Since the 
institution of the New Economic Mechanism in the mid-1980s, 
public sector enterprises have been granted procurement, 
production, and pricing autonomy. They also can no longer 
cover operational deficits from the central government budget. 
The government has followed these steps by moving many 
enterprises into the mixed public-private sector and leasing a 
number of them to the private sector in total. Other major 
steps in the government's strategy to replace its centrally 
planned economy with a liberal, market-based one have included 
the monetization of the economy, the reduction in size of the 
state sector (in terms of government employees), and the 
elimination of subsidized consumables for state workers. The 
trade regime has also been liberalized, and the tax regime and 
financial sector rationalized to a large degree. 


While Laos remains closely linked to Vietnam and the Soviet 
Union, and the Soviet Union may be Laos' largest bilateral 
donor, recent government economic policies have focused on 
moving the economy to a liberal, market orientation and 
reducing the state's role in and control over the economy. The 
late 1989 visits of Lao Prime Minister Kaysone Phomyihane to 
Japan and France, his first (save for two short visits to 
Thailand) to the non-communist world, are indicative of 
broadening relationships with the West. Economics and 


development assistance were major topics during both of those 
visits. 


Development Assistance 


The reform measures have been undertaken with the assistance of 
aid from foreign donors. Principal donors include the World 
Bank, the U.N. system, the Asian Development Bank, and 





bilaterally, the Soviet Union, Japan, Sweden, France and 
Australia. Official development assistance amounted in 1987 to 
just under $60 million, exceeding merchandise exports in the 
same year by over $11 million and underscoring the vital 
importance of assistance to the country's economy. The trend 
in 1988 and 1989 is for significantly higher levels of 
assistance. Technical and capital assistance from all sources 
in 1988 came to over $130 million, and totals for 1989 are 
likely to be in the same vicinity or higher. Totals in the 


early 1990s may drop somewhat, but Laos will remain dependent 
on foreign assistance for some time. 


Over the years, agriculture has received about 35 percent of 
development assistance, the most of any sector. Agriculture's 
share of about $25 million in 1988 amounted, however, to only 
about 18 percent of the total because of large increases in 
other sectors. Communications and transport received 20 percent 
of the 1988 total, the most of any sector, followed by natural 
resources (16 percent), employment and general development 

(11 percent each), and humanitarian aid and relief (9 percent). 
Lesser amounts went into industry, health, education, and 
international trade. 


While debt service has not been a serious problem up to now 
because of large grant components and concessional terms on 
loans, it could consume a significant share of Laos' export 
earnings in the next several years. Debt to the Soviet Union, 
Laos' biggest creditor, has been rescheduled to the year 2000, 
but repayment schedules for development bank loans indicate 
that, absent significant increases in exports, debt service 
could consume as much as half of all export earnings within the 
next three to five years. 


Economic Growth: The NEM 


Laos began implementing its New Economic Mechanism in 1985. 

A wide-ranging program to move the economy from its centrally 
planned socialist structure to a liberal market-based economy, 
the NEM has been instituted somewhat irregularly with variable 
results, and its operational details have not always been 
clear. Nonetheless, by the end of 1989 the following major 
tenets had become apparent and had been implemented to some 
degree: the elimination of a dual pricing system in favor of 
market pricing; institution of a single, unified exchange rate; 
required use of business accounting by state enterprises; 





decentralization of economic decision-making; reform of the 
banking sector; monetization of the economy; liberalization of 
the trade sector; reform and rationalization of the tax regime; 
and promotion of foreign investments. 


Economic growth has shown some signs of improvement recently, 
although the lack of reliable statistics make accurate 
assessments difficult. The average annual growth of GDP from 
1982 to 1986 is estimated at 6.2 percent, but this dropped in 
1987 and 1988 to around 2.8 percent in real terms. Figures for 
1989 should show slightly better gains. Agriculture accounts 
for some 60 percent of GDP, but serious droughts affected 
production in 1987 and 1988. Hydroelectricity production, the 
country's leading export in 1987, also suffered. The service 
sector contributes around 11 percent of GDP, followed by 
industry (9 percent), trade (8 percent), construction 

(4 percent), and transport and communications 

(2 percent). 


At present it appears that the trade sector has made the most 
improvement, followed possibly by construction. Further 
economic growth will depend in large measure on how effective 
the government is in its continued implementation of the policy 
reforms embodied in the NEM. 


Investment 


Until 1988 all investment in Laos was either funded by the 
state or foreign assistance; the domestic savings rate still 
remains low. In 1988, however, the government began a drive to 
attract foreign investment and released a foreign investment 
code in July of that year. The code authorized both joint 
ventures and wholly owned foreign investment projects and 
guaranteed the remittance of profits and protection against 
nationalization. A comprehensive set of implementing 
regulations for the code was released in March 1989. Although 
the government says contracts for several hundred joint ventures 
and foreign-owned ventures had been signed by the end of 1989, 
most of these are small and the results must be considered 
disappointing. In addition to purely economic factors, Laos 
lacks a basic legal framework. Improvements here are expected: 
the first nationwide Supreme People's Assembly was elected and 
met in 1989. It adopted a criminal code and passed laws 
establishing a judiciary in November 1989 and is working on a 





civil code. A constitution is expected to be ready for approval 
in late 1990 or 1991. 


The most attractive areas for foreign investment in Laos would 
appear to be in natural resources exploitation, agricultural 
processing, and tourism. The country has considerable mineral 
and forest resources, and a contract for petroleum exploration 
and production has recently been signed for a large block in 
southern Laos. Government officials say that there are other 
likely petroleum reserves as well as gold, iron, tin, gypsum 
and semiprecious stones (predominantly sapphires) in 
commercially exploitable quantities. Agricultural processing 
would appear attractive. The agricultural sector has received 
a large amount of assistance, and some 85 percent of the 
population is engaged in it. Forestry continues to have 
significant export potential, and logs and other products were 
the largest export earners in 1987 and 1988. There is scope 


for the development of tourism in Laos although transportation 
and lodging facilities are at present very poor. 


Balance of Payments and External Trade 


Laos continues to suffer from an adverse balance of payments, 
which appears likely to continue for some time to come. The 
Main export earners are hydroelectricity, logs and forest 
products, and coffee. Although accurate statistics are not 
available, overflight fees also are an important contributor to 
government revenues. Exports seem to have entered a period of 
stagnation in the past two years. Hydroelectricity sales to 
Thailand, the top earner through 1986, fell in 1987 and 1988 
because of less favorable terms from Thailand and the effects 
of drought and siltation. It will be some years before this 
situation is reversed. Logs and timber exports replaced 
electricity in 1987 and increased again in 1988 to over 

$20 million to the convertible currency area alone. The 
outlook for the immediate future is unclear, however, as the 
government is concerned about deforestation and a revised tax 


code released in mid-1989 placed higher fees and export duties 
on forest products. 


Imports grew rapidly in 1987 with trade liberalization and in 
association with higher levels of foreign assistance, but fell 
slightly in 1988. Chief imports are food stuffs and rice, 
machinery and raw materials, petroleum, and consumer items. 





Over one-third of recorded imports are associated with 
assistance aid. 


Much of Laos' trade is with the nonconvertible currency area 
and because it is usually countertrade, accurate statistics are 
a@ifficult to obtain. The composition of exports to the 
nonconvertible area generally mirrors exports to the 
convertible area with tin (to the USSR) and gypsum (to Vietnam) 
replacing hydroelectricity. Imports are judged to be in the 
same major categories as those from the convertible area. 

Trade with the nonconvertible currency area amounted to about 
60 percent of total two-way trade in 1987 but was estimated to 
have decreased in 1988 by some 35 percent. 


With imports outpacing exports at the rate of 3 to 1 and 
exports stagnating, Laos' balance-of-payments picture is 
clearly adverse. Best estimates for 1988 indicate a deficit in 
the neighborhood of $160 million. This is likely to have 
climbed somewhat in 1989 and is not expected to ease 
significantly in the intermediate term. 


The Budget, Monetary Policy and Inflation 


The government budget in 1988 accounted for approximately 

10 percent of GDP, an increase of over 160 percent from 1987. 
The higher costs were due largely to the restructured wage 
system introduced for staff and separation payments provided as 
an inducement to encourage staff reduction. Revenues improved 
somewhat in 1988 because of new tax policies, but the 
improvements were not as great as had been hoped, and the 1988 
deficit reached 64 percent of total expenditures, about twice 
as high as in 1987. The budget deficit is financed entirely 
through external aid. The general scarcity of government 
revenues has hampered investment plans and operating expenses, 


and salaries are already so low as to make further reductions 
there impractical. 


Although remote rural areas still have not been integrated into 
the monetized economy, much progress has been made in this 
area. Currency in circulation has roughly doubled in each of 
the last several years, but the total supply is still 
insufficient. The system of artificially high multiple 
exchange rates existing until 1987 has also been eliminated. 
The high official exchange rate, based on the U.S. dollar, 
closely tracks the market rate. At present the Lao kip remains 





freely convertible with the dollar and the Thai baht in urban 
areas. The government is considering further regulation of the 


currency market as the banking system is strengthened and 
expanded. 


The inflation rate, although difficult to calculate because of 
artificially maintained exchange rates, is estimated to have 
been over 100 percent in 1985, but dropped to under 10 percent 
in 1987. Increased demand, trade liberalization, and the 
monetization of the economy all contributed to a 1988 climb in 
the inflation rate to around 33 percent. In 1989 the rate 


peaked at around 70 to 80 percent before settling at around 
60 percent for the year. 


Production: Agriculture 


Agriculture dominates Laos' economic life, contributing some 

60 percent of GDP. Paddy rice normally represents nearly 

95 percent of agricultural production; other major crops are 
maize, soybeans, tobacco, and coffee. Production was adversely 
affected by droughts in 1987 and 1988, but has benefitted from 
rises in producer prices and the elimination of the state 
monopoly on the import of agricultural inputs. The importance 
of cooperative farming has been decreasing over the past 
several years and rights to agricultural property have been 
strengthened for individual producers. The sector has received 
large amounts of foreign capital and technical assistance, but 
has not shown notable increases in productivity. Animal 
husbandry and coffee are two areas where particular potential 
for expansion and exports exist. 


Production: Industry 


The industrial sector remains small and in 1988 contributed 
less than 10 percent of GDP. In recent years energy production 
has made up over 50 percent of the sector. Although 
hydroelectricity production stagnated over the past few years, 
a new project in southern Laos will come on stream in 1991, and 
feasibility studies have already been conducted for significant 
expansion of capacity elsewhere in the country. 


Manufacturing contributes about 40 percent of the sector's 
production. Plants and equipment at present are largely 
outdated, although improvements can be expected from the 
privatization of the state sector now under way, the granting 





of autonomy to remaining state enterprises, and liberalized 
foreign investment regulations. 


Mining, now accounting for less than 10 percent of industrial 
production, remains the sector with the most potential for 
growth. Laos has significant reserves of tin, gypsum, gold, 
coal, and iron; and a contract for petroleum exploration and 


production in the southern province of Savannakhet was signed 
in late 1989. 


IMPLICATIONS FOR THE UNITED STATES 


As indicated in the investment section, there are several 
sectors of the Lao economy that would appear attractive for 
U.S. investors. Among these sectors are tourism, forestry and 
agriculture, mining, hydroelectric power, and petroleum. 
Moreover, the government is actively promoting foreign 
investment. A foreign investment code was released in July 
1988 and detailed implementing regulations were released in 
March 1989. An investment oversight board, staffed by the 
Ministry of Commerce and Foreign Economic Relations and chaired 
by the Prime Minister, has been established to consider and 
approve investment proposals. 


The code authorizes three forms of investment: business by 
contract, joint ventures, and wholly foreign-owned enterprises. 
It targets agriculture, forestry, industry, transportation, 
communications, services, and tourism as sectors appropriate 
for foreign investment. Perhaps most importantly for potential 
foreign investors here, the code also guarantees that the 
Capital and other assets of foreign investors will not be 
nationalized or otherwise requisitioned by administrative 
procedure and guarantees that profits from such investment can 
be repatriated. Tax holidays are possible for up to four 
years, and any profits reinvested are exempt from taxes. 
Projects with export potential and which maximize the use of 
local raw materials will receive the most favorable 
consideration. 


Although the tax code and its implementing regulations and a 
new national tax policy revision released in June 1989 have 
filled some major voids in the overall legal framework, much 
remains to be done. A constitution probably will not be 
promulgated before late 1990, and other business laws, such as 
labor codes and currency regulations, remain to be written. 





The Supreme Peoples' Assembly ratified basic penal legal codes 
in November 1989, but the recently established Lao court system 
has not yet begun to function. Potential investors here would 
be well advised to insure that contracts for investments 
specify arbitration by a reputable foreign agency. 


Current regulations specify the Ministry of Commerce and 
Foreign Economic Relations as the contact point for foreign 
investors, but other ministries and government agencies may be 
involved, depending on the nature of the project. Government 
officials have said that investors from all countries will 
receive the same consideration. The government has yet to 
establish a clear set of procedures for potential investors, 
and most contracts at present seem still to be arranged on a 
case-specific basis among the government, the investor, and any 
Lao partners. Many foreign business people here have found a 
Lao partner or agent advantageous. Negotiations can be 
protracted. 


Even though currency realignments have made U.S. products 
generally more competitive, trade cannot be expected to 
increase significantly in the near future. The domestic market 


is small and, in the area of consumables, dominated by 
Thailand. Access to foreign currencies remains difficult. 
Imports to the United States have been low as Lao products are 
charged the higher Column II import tariffs. 


The other area with significant potential for U.S. business is 
in the supply of consulting services, goods, and equipment for 
development projects funded by the World Bank, the Asian 
Development Bank, and the United Nations system. U.S. firms 
have expressed interest in some of these projects, and as they 
are let through international tender, U.S. business interests 
should not be at a disadvantage in bidding on them. 


Road building and rehabilitation, construction of new 
hydroelectric generation capacity, oil exploration and 
production, and the development of mineral resources are some 
of the more important projects under way or in the planning 
stages where U.S. firms might become involved. Firms 
interested in these or other projects in Laos should keep in 
close touch with World Bank, Asian Development Bank, and United 
Nations offices regarding progress on consultant hiring and 
tenders. 














